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Introduction and Summary 


ihe In 1969 the White Paper on Tax Reform stated that reform of the 
federal sales tax would be initiated after action had been taken on proposals 
respecting the income tax system. Since then a comprehensive restructuring of 
major portions of the Income Tax Act has been completed and it is timely now 
for attention to be focused on sales and excise taxation in the federal tax 
system. 


2: The tabling of this paper initiates a review program which ultimately 
should lead to significant improvements in the commodity tax system. It is to 
encourage public participation in this program that the government puts for- 
ward this paper. The issues highlighted in this paper remain open and the 
proposals are primarily intended to stimulate discussion and provide a basis 
from which interested parties may respond. 


3 This paper is primarily concerned with the structural aspects of the 
commodity tax system, that is, with the trade level at which such taxes are 
imposed and the manner in which they are applied. Considerations of scope — 
i.e., of the range of goods subject to the tax — are intimately related to the 
normal budgetary process and consequently are not discussed in any detail in 
this paper. While such matters are clearly relevant to the review process, they 
are conceptually separable from such structural issues as the level of trade at 
which the tax is best applied. It is not intended, however, that this emphasis in 
any way inhibit or constrain the generality of representations or submissions 
that may be made as part of the review process. 


4. Commodity taxes have traditionally been a significant element of the 
federal tax system. While their relative importance as a revenue source has 
diminished in recent years, they remain a significant source of revenue to the 
federal government. One of the more important considerations underlying the 
continued significance of these taxes is the fact that consumption provides a 
most useful supplement to income as an index of ability to pay taxes. In 
addition the commodity tax system is an effective tool of economic manage- 
ment. 


5 The main elements in the current federal commodity tax system, and 
those discussed in this paper, are the general sales tax, which is applied at the 
manufacturer’s level, the excise duties imposed on alcohol and tobacco pro- 
ducts, and the special excise taxes which are applied to a number of selected 
commodities. These levies relate to domestic consumption. Import duties are 
not discussed in this paper. 


6. In commenting on the effectiveness of these levies, previous reviews, 
including the Report of the Rowell-Sirois Commission in 1940, the Report of 
the Sales Tax Committee in 1956, and the Report of the Royal Commission on 
Taxation in 1966, have expressed concern over the varying amounts of sales tax 
that may be borne by competing goods. Depending on the trade level at which 
they are first marketed or whether they are imported goods or goods manufac- 
tured in Canada, competing goods may bear different amounts of sales tax 
under the present system. All of the previous reviews recommended structural 
changes to make the sales tax more neutral as between competing products. 


7 Examination of the potential for improving the sales tax at the manu- 
facturer’s level indicates that only marginal improvements in neutrality would 
be derived from attempts to restructure the tax at this level, and that the 
measures required to do so would be more complex than those involved in 
moving the tax to a different trade level. 


8. Shifting the present manufacturer’s tax to the wholesale level — i.e., 
imposing the sales tax on the price at which retailers buy goods, could be 
accomplished by a moderate restructuring of the existing commodity tax 
system. Introduction of a wholesale sales tax would substantially resolve the 
competitive distortions that exist under the manufacturer's sales tax and would 
remove the potential tax advantages that may accrue to imported goods. 
Application of the tax on the sale price of goods to retailers would provide a 
uniform valuation basis, as this is a trade level at which virtually all goods 
converge, and the tax would closely approximate a constant percentage of the 
sale price to consumers for all taxable goods. Furthermore, such a move would 
facilitate taxpayer compliance and minimize transitional difficulties since tax- 
payers at the wholesale level would largely be comprised of the same taxpayers 
currently required to pay the manufacturer’s sale tax. 


9. Introducing a federal sales tax at the retail level — i.e., imposing the tax 
on the price at which consumers buy goods, would provide a marginal improve- 
ment over a tax at the wholesale ievel in terms of reducing competitive distor- 
tions but such a move would necessitate a major restructuring of the existing 
system. For example, the number of taxpayers would be dramatically increased 
from the current 58,000 to approximately 250,000. Furthermore, introduction 
of a separate federal sales tax at the retail level would unduly complicate life 
for persons required to comply with the new tax in that they would have to 
account for both a federal and a provincial retail sales tax. 


1G; It might be noted that taxpayers would only have to account for one 
tax if a combined federal-provincial retail sales tax were established by the two 
levels of government. Serious consideration of a combined federal-provincial 
retail sales tax would have to address two very important points. First, major 
differences in scope exist between the federal sales tax and those of the pro- 
vinces, and indeed, even among the provinces, and a shared retail sales tax 
would require a significant degree of uniformity in this respect. Second, preser- 
vation of this uniformity during the operation of a shared retail sales tax would 
tend to limit the flexibility of both taxing authorities. 


1 It is feasible that these difficulties could be overcome. However, the 
marginal gains of a retail sales tax over a sales tax imposed at the wholesale 
level in terms of reducing major competitive distortions inherent in the existing 
system, do not appear sufficient to warrant serious consideration of a federal 
sales tax at the retail level at the present time. Consequently, the government 
proposes to move the application of the federal sales tax from the manufac- 
turer’s level to the wholesale level. 


12. Although this paper is primarily concerned with proposals for moving 
the federal sales tax to the wholesale level, the need for review of federal excise 
duties and excise taxes is also recognized. In this regard, the government is 
inclined to retain the application of the special levies on alcohol and tobacco | 
products at the manufacturer’s level. In the course of the review, however, 
consideration will be given to simplifying and rationalizing the system for 
taxing these products. 


ey It should be emphasized that the proposals in this paper are not unalter- 
able. Although the paper indicates a preference for moving the federal sales tax 
to the wholesale level, and does not focus in depth on the scope of the tax, 
representations on alternative proposals and matters of scope are welcome. 


14. It is anticipated that legislative amendments will be introduced to 
implement, sometime after mid-1976, the measures which, in the light of sub- 
missions made by interested parties, appear to be most appropriate at that time 
for Canada. This timetable will permit the receipt of representations from 
interested parties up to December 31st, 1975. Submissions should be addressed 
to the 


Commodity Tax Review Group, 
Department of Finance, 

160 Elgin Street, 

Ottawa, Ontario, K1A OG5. 


Development of 
Commodity Taxation 
in Canada 


| COMMODITY TAXES: 
A BACKGROUND DISCUSSION 


SE In this paper the term commodity taxes refers to taxes on the provision 
or consumption of goods or services and does not include import duties. The 
federal and provincial levels of government raised approximately $5 billion and 
$6 billion, respectively, through commodity taxes in 1973-74. These sums 
represent approximately 23 and 50 per cent, respectively, of total tax revenues. 
Although the dollar volume of these taxes has risen steadily since their intro- 
duction in Canada prior to Confederation, their relative importance has 
declined from a position where, up to the early 1940s, they were the chief 
source of tax revenues. 


16. Taxation in Canada was limited almost exclusively to commodity taxes 
until World War One, the financial pressures of which resulted in the introduc- 
tion of the Business Profits War Tax Act in 1916 and the Income War Tax Act 
in 1917. The earliest commodity taxes in Canada were excise duties levied 
primarily on alcohol and tobacco products. In 1915, prompted by the need for 
additional revenue, the government enacted the Special War Revenue Act 
which introduced excise taxes for the first time. These taxes applied to such 
things as the income of trust and loan companies, certain insurance premiums, 
telegraph messages and railway and vessel tickets. The 1915 Act also imposed 
stamp taxes on cheques, promissory notes and similar bills of exchange, as well as 
taxes on anumber of commodities such as automobiles, perfumes and jewellery. 


Wee Over the years, excise taxes have tended to be associated with luxury 
items. The heaviest reliance on excise taxes has occurred in the years during 
and immediately following the World Wars when they were imposed to raise 
additional revenues and to dampen demand for certain consumer goods. In 
1942, in response to heavy revenue requirements, a Retail Purchase Tax of 25 
per cent was also imposed on a number of selected commodities including 
jewellery, pottery and luggage. This tax was repealed in 1949 and the number 
of luxury goods subject to excise taxes has declined steadily since then. Excise 
levies have also been imposed in an effort to limit consumption of other types 
of goods. The most recent example of this is provided by the excise taxes 
imposed to encourage the conservation of fuels. 


18. The general federal sales tax was introduced in Canada in 1920 at a rate 
of 1 per cent. It was applicable to all sales and importations of goods, except 
sales by retailers and farmers. Certain items were exempted from the tax, such 
as basic foods, animal feed and grain, coal, and goods to be exported. 


19. Initially, this tax took the form of a turnover tax; that is, the tax was 
imposed each time the goods changed hands throughout the production- 
marketing chain, up to the sale to a retailer. Strenuous objections to the inequi- 
ties created by this multi-stage application of the tax led to its modification to 
a two-stage tax within a month of its introduction. Finally, in 1924, it became 
a single-stage tax applied on the sale of goods by manufacturers or on the 
importation of goods. This is the basis on which the current federal sales tax is 
applied. 


20. In 1924, with the adoption of the single-stage tax, the general tax rate 
was increased to 6 per cent to generate revenue equivalent to the multi-stage 
tax. General criticism of the sales tax led to a series of reductions in the rate 
until, in 1930, it was reduced once more to 1 per cent. By 1931, however, as a 
result of the effects of the depression, tax yields had declined drastically and 
relief expenditures were rising. To help finance these outlays the rate was 
increased to 4 per cent in 1931, 6 per cent in 1932 and 8 per cent in 1936. It 
remained at 8 per cent until 1951, when it was increased to 10 per cent. A 
further increase to 11 per cent was instituted in 1959, and in 1967 the current 
12 per cent rate was introduced. 


728 The past two years have seen the introduction of two further commod- 
ity taxes: the Oil Export Tax imposed in 1973, and the Air Transportation Tax 
which came into force in December, 1974. Neither of these taxes is totally new 
to the federal commodity tax system which, until 1963, contained a duty of 7 
per cent on exports of electricity, and during the 1920s and 1940s an excise 
tax on passenger railway tickets. 


22. Table 1 indicates that until World War Two, commodity taxes produced 
almost 50 per cent of federal tax revenues. The relative shift to income taxes 
since World War Two is particularly evident in the last eight years, during 
which the percentage of total tax revenues produced by commodity taxes has 
declined from 30 per cent to the current 23 per cent. This was due in part to 
increased receipts from income taxes as well as to the steady growth of exemp- 
tions to the sales tax. 


2a: Commodity taxes also play an important role in provincial tax systems, 
accounting for approximately 50 per cent of provincial tax revenues. Provincial 
sales taxes were first introduced by Saskatchewan in 1937 and by Quebec in 
1940. These provinces were followed by British Columbia in 1948 and New 
Brunswick and Newfoundland in 1950. Similar taxes were introduced by Nova 
Scotia in 1959, Prince Edward Island in 1960, Ontario in 1961 and Manitoba in 
1967. 


TABLE 1 


Federal Commodity Taxes as a Percentage 
of Federal Budgetary Tax Revenue! 


Various Fiscal Years 1925-26 to 1973-74 
3 ee eee 


Federal Other Total Customs 

Fiscal Sales Excise Excise Commodity Import Direct 

Year Tax2 Taxes? Duties Taxes Duties Taxes4 
eee ln WE he Bs eR a ee ee eee ee 

(per cent) ; 

1925-26 222 8.5 oa 43.8 38.8 17.4 
1930-31 6.8 S)i5) 19.4 Sie 44.2 24.0 
1935-36 24.4 PAE 14.0 50.6 236 26:1 
1940-41 2351 doa 11.4 48.2 16:8 35.0 
1945-46 9.6 (keys 8.4 313 5.9 62.8 
1950-51 16.5 8.3 Cal, 33:5 10.6 55.9 
1955-56 16.1 6.9 Giz 29.2 12.0 58.8 
1960-61 14.4 5.8 6.9 Ziel 9:9 63.0 
1965-66 20.4 4.3 6.5 312 10.0 58.8 
1966-67 20.3 4.2 6:2 30:7 10.5 58.8 
1967-68 20.0 4.2 6.1 30.3 9.3 60.4 
1968-69 17.4 4.2 5.6 2722 G0 64.3 
1969-70 q[isye/ 315 4.7 239 Teas 68.6 
1970-71 15.0 36 4.9 23:5 Wee 69.3 
1971-72 15.8 oat 4.8 23H7 7.9 68.4 
1972-73 15.6 27 4.3 22:6 FSO 69.4 
1973-74 16.0 2.4 4.1 22:5 8.2 69.3 


nS eS ES 


Source: Public Accounts of Canada 


1 


— 


Budgetary tax revenues differ from total budgetary revenues by the exclusion of postal revenues, return on invest- 
ments, and miscellaneous non-tax revenues. 


2) Sales tax revenues are net of refunds and allocations to the Old Age Security Fund. 


— 


Other excise taxes include miscellaneous indirect taxes such as the tax on insurance premiums and the export of 
electricity. The Oil Export Tax is excluded from other excise taxes and from budgetary tax revenues from December 
1973 onward. 


3 


— 


4 


— 


Direct taxes include personal income taxes, corporate income taxes, withholding tax, estate tax, and succession duties, 
and taxes on excess profits. Post-1962 values are not strictly comparable with values before 1962 due to changes in 
federal-provincial fiscal arrangements in that year. . 
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Current Commodity 
Taxes 


The Role of 
Commodity Taxes 


24. Table 2 portrays the distribution of federal and provincial commodity 
tax revenues from major sources. 


25, The federal sales tax is imposed under the Excise Tax Act and applies 
to all goods sold by manufacturers or imported into Canada, except goods for 
which specific exemption is provided. Foodstuffs, clothing, pharmaceuticals 
and items related to personal health, commercial transportation equipment, 
construction equipment and agricultural and manufacturing equipment are 
exempt. Relief from the tax is also provided for goods purchased by hospitals, 
certified institutions and provincial governments. Since November, 1974, a 
preferential rate of 5 per cent has applied to construction materials. 


26. The Excise Tax Act also imposes selective excise taxes at varying rates 
on domestic sales and imports of such commodities as jewellery, wine, tobacco 
products, smokers’ accessories and certain high energy-consuming goods. In 
addition to the sales and excise taxes, the Excise Tax Act also provides for the 
taxation of air transportation and foreign insurance premiums. 


27. The Excise Act imposes excise duties at varying unit rates on domes- 
tically produced beer, alcoholic spirits and tobacco products. Similar duties are 
imposed on imports through “‘offset’’ rates (i.e., an amount equivalent to the 
excise duties imposed on similar domestic goods) in the Customs Tariff. 


28. Provincial retail sales taxes also apply to all goods except those for 
which specific exemption is provided. All provinces imposing a sales tax 
exempt foodstuffs and prescription drugs while their policies vary for clothing, 
patent medicines, school supplies and production equipment. Rates of tax vary 
by province between 5 and 8 per cent: 


29. With varying application the provinces also extend their retail sales 
taxes to include some services. Most provinces tax meals and alcoholic bever- 
ages, hotel accommodation, telephone service, laundry and dry cleaning. 
Special taxes on tobacco products, motor vehicle fuels and pari mutuel wager- 
ing are levied by all provinces. 


30. Commodity taxes are particularly well suited to the execution of 
several of the functions of the federal fiscal system. They provide a stable 
revenue source and are an effective means of influencing consumption and 
resource utilization in accordance with policy goals. In addition they are an 
effective stabilizing tool, both for achieving broad economic effects and for 
stimulating or restraining particular sectors of the economy. 
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TABLE 2 
Federal and Provincial Indirect Taxes? 


Fiscal Year 1973-74 


Federal Provincial 
Item Government Governments Total 


(millions of dollars and per cent of totai) 


$ % $ % $ 
General Sales Tax2 3,590 16:7 2771S 48.9 6,363 
Alcohol3 463 9.9 722. IZs 1,185 
Tobacco Products4 609 13.0 251 4.4 860 
Special Excises 20 0.4 _ — 20 
Gasoline & Motive Fuels® — - 1,339 2o.G 1,339 
Other Indirect - _ 587 10.3 587 
Total 4,682 100.0 5,672 100.0 10,354 


1) Federal government revenues are actual 1973-74 revenues, derived from various sources. Estimates for Provincial 
governments are taken from Statistics Canada, Provincial Government Finance, 1973. 


2) Federal sales tax differs from table 1 in that it is before allocations to Old Age Security Fund. 

3) Federal revenues from alcohol are derived from excise duties and excise taxes. Provincial revenues include only the 
profits of provincial liquor boards. Revenues collected from these products under general sales tax statutes are included 
under general sales tax revenues. 

4) Revenues from tobacco taxes imposed under general sales tax statutes are included in general sales tax revenues. 

5) Federal revenues from gasoline under the manufacturer’s sales tax are included under general sales tax revenues. 

6) Provincial Other Indirect taxes include payroll taxes, taxes on insurance premiums, other taxes on corporations, 


provincial real property taxes, separate excise taxes on alcoholic beverages, amusement taxes, and other commodity 
taxes. 


Silk The presence of commodity taxes enhances the equity of the overall 
tax structure by supplementing income as a measure of ability to pay. Indi- 
vidual circumstances differ in ways which cannot be fully recognized by any 
single index of taxable capacity or by any single tax. The greater the reliance 
upon any single tax, the greater the likelihood of unacceptably large strains and 
distortions. These are best avoided by the adoption of a ‘‘balanced”’ tax system; 
i.e., one ‘where the burden of raising revenues is divided among several revenue 
sources so that no single source is utilized to the point of generating severe and 
unacceptable distortions. In consequence, the income-based taxes should be 
supplemented by other taxes that are predicated on the principle that, to some 
degree, people should be taxed on the basis of what they use up of the nation’s 
output (i.e., in relation to their consumption), and not exclusively in relation 
to what they have contributed to that output (as measured by their income). 


oe, Table 3 compares the taxes on goods and services as a percentage of 
total tax revenues for all member nations of the Organization for Economic 
Co-operation and Development (OECD) for the years 1965 and 1972. Taxes on 
goods and services in Canada (all levels of government) represented 30.9 per 
cent of total tax revenues in 1965 and 25.2 per cent in 1972*. There is thus no 
marked difference between Canada and most developed nations in the propor- 
tion of total tax revenues derived from taxes on goods and services. 


oo. Clearly, with the substantial responsibilities of modern government, it is 
essential that commodity taxes continue to form a significant part of the 
federal taxation system. The effectiveness of commodity taxes in this role, 
however, is contingent upon the preservation of a broad commodity tax base 
and the development of a structure that achieves the optimum blend of neutral- 
ity, flexibility and efficiency. 


* These figures exclude property taxes, social security contributions, import duties and 
permits and licence fees, but include profits of fiscal monopolies and government 
enterprises. All these items, however, are included in the total tax revenue. While this 
treatment differs somewhat from the procedure followed for the compilations of 
budgetary. revenues in the public accounts, and for indirect taxes in the national accounts, 
the percentages on Table 3 relate closely to the types of taxes under consideration in this 
review, and are comparable across O.E.C.D. member countries. 
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TABLE 3 


Taxes on Goods and Services 
as a Percentage of Total Taxation 
All Levels of Government 
OECD Member Countries 


Country 1965 1972 
(per cent) 
Australia 23.8 2 en 
Austria Black 31.6 
Belgium 31.4 28.6 
Canada 30.9 25:2 
Denmark 35.7 S223 
Finland 36:2 3ie2 
France 34.2 34.0 
Germany PRR Zoe 
Greece 22.0 18.1 
Ireland 25.7 29a) 
Italy 34.6 S077 
Japan 22a DEM 
Luxembourg 14.1 TSe2 
Netherlands i725 19.5 
New Zealand Zhe 19.9 
Norway 36.2 . 38.0 
Portugal n.a. 2/26 
Spain 26.1 20.8 
Sweden 26.7 26.9 
Switzerland 14.1 14.1 
Turkey 33.4 SOs 
United Kingdom 12.6 11.0 
United States 18.4 16.2 
Average 26.2 24.8 


Source: OECD, Revenue Statistics of OECD Member Countries 1965 — 1972. Taxes on goods and services include profits 
of fiscal monopolies and government-owned enterprise but exclude taxes levied in respect of ownership or use of goods 
such as licences and permits. Also excluded from taxes on goods and services are real property taxes, social security 
contributions, and import duties. Total taxes include social security contributions. 
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Conclusions of 
Previous Reviews 


34. Canada’s system of commodity taxation was reviewed by the Rowell- 
Sirois Commission in 1940, the Sales Tax Committee in 1956 and the Royal 
Commission on Taxation in 1966. Each of these reviews concluded with recom- 
mendations for structural changes to improve the neutrality and effectiveness 
of the sales tax. 


Sy ‘The Rowell-Sirois Commission was critical of the tax because it was 
held to be regressive. Since then, however, the regressivity of the tax has been 
reduced through exemptions for such goods as pharmaceuticals, clothing and 
footwear, and those foodstuffs that were taxable at the time of the Report. 


36. The Sales Tax Committee, a small group established by the Minister of 
Finance to examine the value base on which the tax rate applies, recommended 
that ‘‘the basis of the tax be changed from the manufacturer’s level to the level 
at which retailers purchase goods” — (i.e., to a wholesale tax). In addition to 
resolving major problems in the application of the tax when manufacturers sell 
to customers at different levels in the marketing process, the committee con- 
cluded that a wholesale tax would bring the valuation for sales tax purposes of 
most imported goods into line with that of domestic goods. 


eye The Royal Commission on Taxation labelled the manufacturer’s sales 
tax a “bad tax”’ and stated that it had ‘’no hesitation in recommending that it 
should be replaced simply because of its many defects’’ — the prime defect 
identified being that of a lack of neutrality. The manufacturer’s sales tax was 
also criticized on the grounds that it provides more favourable treatment to 
imported goods than domestic goods. 


38. The Royal Commission also concluded that a wholesale sales tax 
offered substantial improvements over the manufacturer's sales tax. It recom- 
mended, however, that the manufacturer’s sales tax be replaced by a federal 
sales tax applied at the retail level in recognition of the greater degree of 
neutrality this would achieve and the potential to include services as well as 
goods in the tax base. 
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Neutrality 
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Il THE MANUFACTURER'S SALES TAX: 
AN ANALYSIS 


39. Inadequacies identified by previous reviews in the current manufac- 
turer’s sales tax may be summarized as follows: 


— Serious valuation problems arise due to the various trade levels 
at which goods are marketed. In many instances, no provision 
exists for taxpayers to appeal rulings in respect of the value for 
tax; 


_ Imported goods gain a potential tax advantage over domestic- 
ally produced goods because advertising, warranty, and other 
marketing values added in Canada, which typically are included 
in the taxable value of domestic goods, may not be included in 
the taxable value of imported goods; 


— The present system favours goods bearing the private brand of a 
person other than the manufacturer because these may escape 
tax on many values that are included in the taxable value of 
goods bearing the brand name of the actual manufacturer; and 


— The treatment of transportation costs tends to favour goods of 
manufacturers located closer to supply sources over goods of 
local manufacturers and thus may encourage the establishment 
of manufacturers close to their source of materials. 


40. A necessary criterion for a good sales tax is that it be neutral; that is, 
the application of the tax should not distort consumer choices among compe- 
ting goods. This may be said to be achieved when the ratio of tax to final 
consumer price is equal for all possible expenditures. Competitive distortions 
may arise from a difference in the rate of tax on goods, for example, when 
some items within a class of competing goods are exempt from tax or are taxed 
at a lower rate than other goods. Similar distortions may also result from 
application of the tax at different points in the production-marketing process 
so that a higher or lower proportion of final value is added after the application 
of tax. 


41. Any sales tax imposed prior to the retail level inevitably lacks neutrality 
because the proportion of value added to the goods after the imposition of the 
tax may vary widely depending on the particular channels of distribution and 


Valuation of Goods 
of Domestic 
Manufacturers 


the mark-ups applied at each stage. It follows, therefore, that the earlier the tax 
is imposed in the production-marketing chain the greater the problem of 
achieving neutrality. 


42. The current legislation provides for tax to apply on the manufacturer's 
“sale price’ of domestic goods, without regard for the level of trade to which 
such goods are sold, the functions assumed by the purchaser (advertising, 
warranty, etc.) or the costs included in the price of taxable goods for such 
things as delivery or installation. A strict observance of the present law would 
result in the most haphazard of bases. As a result, it has been a long-standing 
practice of the Department of National Revenue to attempt to reduce the 
competitive imbalances which otherwise would result. This is accomplished 
through the provision of discounts from a manufacturer’s selling price of goods 
if the goods are sold directly to retailers or users. 


43. These discounts or tax equalization measures are designed to reduce the 
value for tax to the approximate price at which similar goods are sold by 
manufacturers to wholesalers. Not every industry lends itself to these discount- 
ing provisions however, as in many industries goods are not marketed regularly 
through wholesalers. Only about 30 per cent of taxable domestic goods are in 
fact sold by manufacturers to wholesalers. Manufacturers sell approximately 40 
per cent of taxable domestic goods to retailers, 25 per cent to large industrial 
and institutional users and about 5 per cent to individual consumers. 


44. Individual firms within an industry may be in a position to establish 
their own notional price to wholesalers on the basis of their sales pattern and 
thereby gain an advantage over competitors who do not make representative 
sales to wholesalers. On balance, although the current tax equalization mea- 
sures do provide a rough element of neutrality within industries, they may in 
fact create some distortions between different industries. 


45. The present equalization or discounting provisions result in two further 
undesirable features of the tax. First, there is no formal means by which 
taxpayers may appeal departmental rulings regarding the value for tax. And 
secondly, these equalization measures must always be discounts from the sale 
price; in consequence they are ineffective where removal of competitive distor- 
tions would require an increase in the taxable value for certain goods. This 
would be the case where goods are imported or sold at prices that do not 
include all the marketing elements normally contained in the taxable value of 
similar goods. 
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Private Brand 
Goods 


Transportation 
Costs 


46. Private brand goods, e.g., goods bearing the brand name of a large retail 
chain as opposed to the brand of the actual manufacturer, may be taxed on a 
value that does not reflect all the marketing elements normally contained in the 
manufacturer’s sale price of similar goods. Under the current tax, where the 
actual manufacturer markets his own goods, tax is payable on his sale price 
including advertising, warranty, risk and similar costs. On the other hand, 
where a distributor or retailer has goods manufactured for him, the tax may 
apply only on the manufacturer’s costs plus proportionate profit. In cases 
where the manufacturer is temporarily utilizing excess production capacity, 
these costs may include only marginal production costs. All costs assumed by 
the private brand distributor or retailer, such as warranty, advertising and risk, 
escape tax. 


47. Under a manufacturer's sales tax, efforts to include transportation costs 
beyond the factory door in the value on which the sales tax applies are easily 
rendered ineffective. Wholesalers may locate close to their suppliers, or manu- 
facturers may establish separate wholesaling firms next door to their plant, to 
minimize the outward transportation costs reflected in the taxable sale. Con- 
sequently, under the current manufacturer’s sales tax, inward transportation 
costs (that is, all transportation costs which occur up to the point at which the 
goods become subject to tax) are included in the sales tax base because they are 
reflected in the manufacturer’s sale price. But outward transportation costs 
(that is, transportation costs which occur when goods move from the factory to 
the customer) are not included in the value for tax. 


48. Transportation costs are an important component of the total cost of 
placing finished goods on the local market. Their exclusion beyond the factory 
door from the tax base may disadvantage manufacturers who must rely on 
distant sources of materials or components. In this context representatives at 
the Western Economic Opportunity Conference (WEOC) expressed concern 
that exclusion of transportation costs beyond the factory door may tend to 
encourage some manufacturers to locate close to their suppliers. For example, a 
manufacturer of steel pipe may be encouraged to locate close to his suppliers of 
steel in order to minimize freight cost to his plant (included in his value for 
tax) and maximize outward freight to his market (excluded from the value for 
tax). 


Valuation of 
Imported Goods 


49. Under the manufacturer’s sales tax, imported goods are taxed on a 
different basis than domestic goods. The sales tax is applied to the duty-paid 
value of imports, that is, to the sum of the value for duty in accordance with 
the provisions of the Customs Act and the duty applicable to the goods. 
Domestically produced goods, on the other hand, are taxed on the price at 
which manufacturers sell goods. 


50. Many manufacturers and trade associations have alleged that the differ- 
ent valuation bases favour imported goods over domestic goods. The competi- 
tive distortions discussed to this point relate to domestically produced goods 
and tend to shift demand and employment within domestic industries. It is 
alleged, however, that sales tax advantages for imported goods over domestic 
goods shift production outside the country and discourage growth and employ- 
ment in Canadian industries. This is, therefore, one of the most serious criti- 
cisms leveled against the manufacturer’s sales tax and warrants close examina- 
tion. 


Si It may be argued that the treatment of imports is similar to that of 
private brand goods in that all advertising, warranty and other marketing values 
added by the importer in Canada escape tax. But it may also be argued that the 
underlying principle of fair market value ensures that the marketing costs of 
the foreign supplier in his home market are reflected in the price of the goods 
and in the value for duty. The fact remains, however, that some firms have 
indicated that they achieve significant sales tax savings by having goods fabri- 
cated abroad and importing the finished product, rather than fabricating the 
goods in Canada. 


52. There is little doubt that cases exist where imported goods are in a 
better competitive position than domestically produced goods after imposition 
of the federal sales tax. This is due in part to the fact that for some classes of 
goods — for example, automobiles — the proportion of such marketing costs as 
advertising, warranty, financing, etc., added to imported goods after |mporta- 
tion is greater than the proportion of marketing values added to domestic 
goods after the sale by the manufacturer. 


Doi A further argument may be made with respect to transportation costs. 
The current valuation for duty on imported goods is exclusive of transportation 
costs beyond the point of shipment to Canada from the country of export. 
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This may tend to disadvantage Canadian manufacturers who import parts or 
materials for assembly or further fabrication in Canada. Assuming the goods 
they produce are taxable, the tax is calculated on their sale price in Canada 
which must include the cost of transporting the materials to Canada. Similar 
goods, produced in the country where the materials originated and shipped to 
Canada as finished products, would be taxed on the duty-paid value; the trans- 
portation costs to Canada would thus not be included in this value for tax. 


54. On the matter of neutrality, therefore, the current manufacturer's tax 
has serious shortcomings. Even with the tax equalization measures employed 
by the Department of National Revenue, non-neutralities exist among compe- 
ting domestic goods and between imported and domestic goods. 


li! DISCUSSION OF ALTERNATIVES 


05) It is evident from this discussion that the current manufacturer’s sales 
tax has serious limitations, particularly in establishing the value for tax, and 
that some reform is in order. Essentially three alternatives appear worthy of 
consideration. These are: 


— improve the current tax at the manufacturer’s level; 
— move the tax to the wholesale level; or 


_ move the tax to the retail level. 


A fourth possibility is provided by a turnover tax; that is, a tax that is imposed 
each time goods change hands throughout the manufacturing-marketing chain. 
The obvious advantage this provides to vertically integrated companies, how- 
ever, makes such a tax unacceptable from the standpoint of neutrality, and 
serious consideration of this alternative is not warranted. 


56. A value-added tax (VAT) has not been included among these basic 
alternatives. VAT is essentially a collection mechanism employed in conjunc- 
tion with a sales tax. The alternatives indicated above refer to the trade level at 
which the sales tax may be imposed. Once an appropriate level for the sales tax 
has been established, it becomes a question of the most suitable collection 
mechanism to employ. This involves a decision between a single-stage collection 
mechanism (applying only once in the marketing chain) as in the current 
federal sales tax and the provincial retail sales taxes, or a value-added mecha- 
nism (collected in installments throughout the production-marketing chain). A 
value-added mechanism could be:-employed in conjunction with a sales tax 
imposed to either the wholesale level or the retail level. Discussion of the 
value-added mechanism, therefore, is conceptually separable from a considera- 
tion of the trade level at which the tax is imposed. VAT is discussed in more 
detail in paragraphs 83 to 87. 


57. The three tax-level alternatives are discussed here primarily in terms of 
neutrality, and economy of compliance and administration. No explicit com- 
parison is made on the basis of equity, because in the context of a sales tax, 
equity is more a function of the scope of the tax (i.e., of the range of goods 
and services to which it applies) than it is of the trade level at which the tax is 
imposed. The choice of the level of imposition is thus largely independent of 
equity considerations. 
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58. It would be possible to resolve the most significant anomalies in the 
current tax and still apply it at the manufacturer’s level. This, however, would 
entail complex tax equalization procedures. To achieve a reasonable degree of 
uniformity in the value for tax it would be necessary to increase the sales tax 
payable on imported and private brand goods and further extend the principle 
of discounts for tax purposes on sales directly to retailers and consumers. 


5g. Specifically, regular lines of domestic goods would be taxed on the 
manufacturer’s sale price to wholesalers or on an equalized (i.e., discounted) 
value for sales directly to retailers or users. Imported goods would be taxed on 
the duty-paid value or a value that is representative of the marketing level at 
which domestic goods are taxed, plus transportation costs to the border. Private 
brand goods would be taxed on the sale price of the manufacturer plus an 
additional amount to equate them to the normal sale price to wholesalers of 
regular line goods. 


60. It would be necessary to adjust the value for tax either up or down 
from the actual sale price for approximately 50 per cent of total transactions 
because the greater proportion of taxable sales are made to persons other than 
wholesalers. The absence of a wholesale market in some industries would 
further complicate the equalization process as it would be necessary to develop 
percentage discounts to represent the mark-up that would otherwise be applied 
by wholesalers on sales to retailers in these industries. 


61. To some extent this is now effected by administrative practices under 
the present sales tax system. However, it would be extremely difficult to incor- 
porate these arrangements on a legislative basis. The absence of a legislative 
framework raises difficult problems for taxpayers. 


62. In summary, while it would be possible to reduce the competitive dis- 
tortions of the sales tax and retain its application at the manufacturer's level, 
this would involve extensive adjustments to the sale price of goods in order to 
arrive at an equitable value for tax. It is considered that the measures required 
to achieve these improvements at the manufacturer’s level would be more 
complex, and the results less neutral, than those involved in moving the tax to a 
further level of trade. 


63. The next level of trade at which the sales tax may be applied is the 
wholesale level. 


64. A single stage tax at this level would be imposed on the last wholesale 
transaction, that is, on the sale to a retailer, whether made by a manufacturer 
or a wholesaler. Assuming the current scope, a wholesale tax would involve 
approximately 75,000 taxpayers, including the current 58,000 licensed domes- 
tic manufacturers plus approximately 17,000 wholesalers and distributors of 
imported and domestic goods. These licensed taxpayers would be permitted to 
purchase inventory items free of tax and would account for tax at the time of 
sale of taxable goods. The tax would be calculated on the sale price to retailers 
or, where goods are sold directly to individual consumers, on an equalized value 
related to the price that would be charged to retailers. Goods imported directly 
by retailers and users would be taxed on their duty-paid value plus transporta- 
tion costs at least to the Canadian border. In the case of goods imported by 
individual consumers it would be necessary to review the value for tax to 
ensure that the tax payable on such goods is not greater than that payable on 
goods flowing through other marketing levels in Canada. 


65. A tax at the wholesale level is not substantially different from a manu- 
facturer’s tax. In fact, a significant portion of domestic goods are now being 
taxed on this basis because sales to retailers are the most common trade 
pattern for many domestic manufacturers. 


66. In terms of neutrality, the tax would more closely approach a constant 
percentage of the sale price to consumers because it would be imposed at a 
trade level only one step removed from the consumer. In addition, a tax at the 
wholesale level would be imposed at a level of trade (i.e., sale to retailers) at 
which most imported and domestic goods converge, whether or not they are 
marketed through wholesalers, distributors or manufacturers. The end result is 
that approximately 85 to 90 per cent of taxable domestic sales would be taxed 
in a uniform way on actual sale price. 


67. A tax at the wholesale level would eliminate virtually all potential for 
competitive sales tax distortions between imported goods and domestically 
produced goods. Currently imports are taxed on a different base than domestic 
goods. Since the marketing values added after the tax is imposed are greater for 
some imported goods than for similar domestic goods, this system is believed to 
favour imported goods in these cases. It appears that somewhat more than 50 
per cent of imported taxable goods, however, flow through wholesalers and 
distributors. Under a tax at the wholesale level, these goods would be taxed on 
their sale price in Canada by the wholesaler or distributor in the same manner 
and on the same basis as domestic goods, thereby removing any potential sales 
tax advantages to either class of goods. 
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68. The valuation basis for goods imported directly by retailers and users 
would be comparable to that applied on domestic sales. Goods purchased by 
retailers from wholesalers or manufacturers in Canada would attract tax on the 
cost to the retailer in the Canadian market. Goods imported directly by 
retailers would similarly be taxed on the value of goods to the retailer in the 
Canadian market, i.e., his purchase price or the value for duty, plus the duties 
and transportation costs associated with bringing the goods to the Canadian 
market. 


69. In terms of price to the consumer the result is the same. Neutrality is 
achieved when the tax is a constant ratio of consumer price. Whether a retailer 
imports the goods or purchases them from domestic suppliers the sales tax 
would apply on the cost of the goods to the retailer, that is, the sum of the 
price paid to the supplier and import costs if applicable. Assuming that retailers 
apply the same percentage mark-up to domestic and imported goods, the sales 
tax content would be the same proportion of the price to consumers in both 
cases. 


ZO; Transportation through to consumers is as much a part of the value of 
consumer goods as any other component of the manufacturing-marketing 
process. It may be argued that such costs should be included in the value for 
tax to assure neutrality in respect of the location of industries and competition 
between goods. In a tax at the wholesale level it is feasible to include transpor- 
tation costs to the retailer's door in the value for tax because there is little 
opportunity for retailers to locate close to their suppliers to escape tax on these 
costs. However, inclusion of these transportation costs does raise some pro- 
blems which are discussed later in this paper, in paragraphs 112 to 120. 


TM A tax at the wholesale level would also eliminate a major portion of the 
current private brands problem. Where such goods are purchased by manufac- 
turers, distributors or other persons for re-sale to retailers, the tax would apply 
on the sale price to the retailer in the same manner as goods bearing the brand 
name of the physical manufacturer. Some potential advantage may still exist in 
respect of private brand goods purchased by retail organizations. It would be 
possible, however, to introduce measures to equate the value for tax for these 
goods to that of regular line goods sold by the actual manufacturer. 


TZ. It should be noted, however, that a sales tax at the wholesale level does 
not lend itself to the taxation of services. If a broad range of services were to be 
included in the scope of federal taxes, this would have to be accomplished 
through a separate system apart from the wholesale tax. 


A Retail Tax 


13. Although a move to the wholesale level would result in an additional 
17,000 taxpayers, the cost of collection and administration should represent 
approximately the same proportion of total revenues as at present, due to the 
greater simplicity of a tax at the wholesale level. Experience in other countries 
employing a tax at the wholesale level suggests that the cost of collection is 
approximately the same as that of a manufacturer’s tax. 


74. In conclusion, therefore, movement of the federal sales tax to the 
wholesale level offers greatly improved neutrality for both imported goods and 
domestically produced goods and represents only a moderate restructuring of 
the current manufacturer’s tax. 


25. A further possibility is to move the federal sales tax to the retail level. 


76. A single-stage tax at the retail level would be imposed on the final sale 
price to the consumer and could be applied to all goods or services except those 
which were specifically exempted. A tax limited to goods would be payable by 
approximately 250,000 licensed manufacturers, wholesalers and retailers. This 
number would increase substantially if services were also taxed. Goods 
imported directly by consumers would be taxed on the duty-paid value plus 
transportation costs at least to the Canadian border. Licensed taxpayers would 
pay no tax on the purchase of inventory items or most goods used in their 
taxable operations. 


Tis In terms of neutrality the optimal point to impose a sales tax is at the 
retail level because the amount of tax remains a constant proportion of the 
price to the consumer, regardless of the distribution channels which the goods 
have followed. A tax at the retail level has the potential of achieving neutrality 
in its effect on competition between goods and services, between private and 
national brands, and between imports and domestic goods. All transactions are 
taxed on the same basis. The tax content of exports is easily eliminated. The 
treatment of transportation costs as a component of taxable value is less signifi- 
cant with a retail tax because such costs are automatically included in the sale 
price. 


78. Currently nine of the provinces impose direct retail sales taxes. Under 
the British North America Act, the federal government could impose a retail 
sales tax either directly on the consumer, with collection by the retailer, or 
indirectly, where the tax is imposed upon the retailer. The presence of the 
provinces in this tax field is of course an important consideration in deciding 
the appropriate level for the federal sales tax. 
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79. The federal sales tax could be imposed at the retail level in one of the 
following ways: 


(i) as an indirect tax, imposed on the retailer and calculated on his 
gross taxable sales over a period of time; or 


(ii) as a direct tax imposed on each sale to consumers and collected 
either; 
(a) as a distinct levy apart from whatever provincial sales 


tax may also apply, or 


(b) as a jointly operated sales tax combining both the 
federal and provincial rates. 


Assuming the same scope and revenue yield as at present each of these alter- 
natives would involve a federal sales tax rate of about 8 per cent. 


80. The indirect federal retail sales tax, (i) above, and the distinct direct 
sales tax, (ii)(a) above, would both be very complex for the approximately 
250,000 retailers involved as they would have to cope with two sales taxes, 
each employing its own scope, policies and rates. The most sensible approach 
would be a jointly operated retail sales tax, shared with the provinces, (ii)(b) 
above. This would require substantial uniformity in the scope of the tax. At 
present, however, one province imposes no sales tax while the others, and the 
federal government, have evolved their own ranges of taxable and exempt items 
to suit their economic and fiscal goals. Such goods as clothing, production 
equipment, building materials and commercial transportation equipment may 
be free of tax, taxed at a reduced rate or taxed at the general rate depending on 
the jurisdiction involved. It follows, therefore, that a shared retail sales tax 
would involve some initial adjustments in the scope of the current federal and 
provincial sales taxes and some loss of fiscal flexibility in this area for both 
levels of government. 


Sl. In summary, while it is true that a retail sales tax offers the potential 
for complete neutrality, a sales tax at the wholesale level is very close in this 
respect, since the tax is applied at a level of trade only one step removed from 
the sale to consumers. A wholesale sales tax would operate independently of 
the provincial sales taxes and, given the tax arrangements that currently exist 
between the federal and provincial governments, the continuation of distinct 
commodity taxation systems would help preserve the fiscal flexibility of both 


Value-Added or 
Single-Stage 
Application 


levels of government. Furthermore, a move to the wholesale level can be 
accomplished by a moderate restructuring of the existing commodity tax 
system rather than a major reform. 


82. The question is not whether a retail sales tax is more neutral than a 
wholesale sales tax, but rather, whether the additional degree of neutrality 
offered by a retail sales tax warrants the involvement of a great many more 
taxpayers and the problems implicit in the concurrent occupancy of a single 
tax field by more than one level of government. In the circumstances, it is 
considered that the marginal improvement in neutrality offered by a retail sales 
tax over a wholesale sales tax does not, at this time, warrant the additional 
taxpayers and problems involved. It is proposed, therefore, that the application 
of the federal sales tax be moved to the wholesale level. 


83. As indicated earlier, a value-added tax relates more to the mechanics of 
collecting sales tax than to a level of imposition of a sales tax. It can be 
described as a multi-stage tax from which any element of tax-on-tax has been 
eliminated. As goods proceed through the production and distribution chan- 
nels, each successive firm is charged tax on its sales. However, the cascading 
effect of the tax is eliminated by taxing each successive taxpayer in the chain 
only on the value which has been added by that taxpayer. The most popular 
method of achieving this is by having the taxpayer pay only the difference 
between the tax paid on his purchases and the tax applicable to his sales. 


84. As implemented in other countries, a VAT is essentially a tax to the 
retail level with fractional payments throughout the production-marketing 
chain. For that reason, the advantages and disadvantages of a tax at the retail 
level in terms of neutrality, flexibility and efficiency also apply to a VAT 
mechanism to the same level. VAT is often praised for its ability to aid exports. 
These claims arise from two factors: First, a VAT mechanism is usually 
employed with a tax of wide scope. This fact, together with the international 
practice of remitting indirect taxes on exported goods, results in a minimum of 
tax content in export prices. Secondly, its very substantial and broadly distrib- 
uted revenue potential provides the country an opportunity to reduce direct 
taxes, such as corporation and property taxes, which may be an element of 
export prices but, because of international trading agreements, cannot be 
deducted. It should be noted, however, that a VAT is no more effective in this 
respect than an equally broad-based single-stage tax. Given the same scope and 
rate, a single-stage tax could generate the same revenues, reflect as little tax 
content in export prices and be excluded from exports under international 
trading agreements. 
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G5. By far the most important benefit of a VAT mechanism is its effective- 
ness asa collection technique. A VAT forces traders to maintain better records, 
it encourages purchasers and suppliers to ensure that the correct tax is shown 
on each invoice, and if the tax on sales of goods to consumers is not remitted, 
it means at least part of the tax on those goods was collected at earlier stages in 
the chain. Fortunately, in the Canadian experience, there is little need for 
excessively onerous collection tecnniques. The overall Canadian tax system has 
long been able to rely for much of its effectiveness upon taxpayer’s voluntary 
compliance. 


86. Since a VAT applies at every stage through the production-marketing 
process, virtually all manufacturers, wholesalers and retailers must be licensed 
and a great many more taxable transactions result. The administrative burden, 
however, may be minimized if the tax is applied on a broad base covering all 
goods and services with no exemptions. The introduction of exemptions or 
multiple rates in the tax structure greatly increases the administrative costs. 


Bie A VAT mechanism therefore appears best suited to a tax at the retail 
level, imposed on a broad base of goods and services and coupled with a 
significant general tax rate. Consequently, if a jointly operated federal- 
provincial retail sales tax were to be pursued, a closer examination of a value- 
added mechanism and the constitutional questions involved would be 
warranted. A value-added mechanism employed in conjunction with a tax to 
the wholesale level, however, offers little advantage over the conventional 
single-stage mechanism. The existence of many exemptions would greatly 
complicate the value-added mechanism. The resulting increase in administrative 
costs for both taxpayers and the government would appear to outweigh the 
limited gains from the self-policing aspects of the tax, particularly at the 
moderate tax rates envisaged. Therefore, the government proposes to retain the 
single-stage mechanism in conjunction with the wholesale tax. 


Number and 
Treatment of 
Taxpayers 


IV AN OUTLINE OF A WHOLESALE TAX FOR CANADA 


88. Since the government has expressed a preference for moving the federal 
sales tax to the wholesale level, a more detailed description of a wholesale tax 
will be useful in assisting persons affected by any such move to appreciate the 
Operation and effectiveness of a sales tax at this level. 


89. As stated earlier, a wholesale tax represents a moderate restructuring of 
the current sales tax system. Indeed, movement of the tax to the wholesale 
level involves only four significant structural changes: 


— imposing the tax on the last sale of the goods to a retailer, 
rather than the first sale after manufacture; 


— including approximately 17,000 additional taxpayers in the tax 
system (mainly wholesalers); 


— permitting the newly licensed wholesalers to obtain goods for 
their inventories free of tax; and 


— including transportation costs up to the border, in the value for 
tax of goods imported by retailers and users, or possibly trans- 
portation costs to the retailer’s door for all taxable goods. 


90. As mentioned above, the wholesale tax would be imposed on the last 
sale to retailers. This would increase the number of taxpayers by approximately 
17,000 over the current 58,000 licensed manufacturers, by adding approxi- 
mately 12,000 wholesalers and 5,000 firms who are primarily retailers but who 
make substantial sales by wholesale. 


91, The treatment of manufacturers would not change under a wholesale 
tax in respect of goods of their own manufacture. They would continue to 
purchase their materials and partly-manufactured goods free of tax and account 
for sales tax at the time of sale of the goods to retailers or users. ‘heir tax 
liability should be less, however, to the extent that sales to wholesalers and 


distributors would be free of tax. 
a2; All manufacturers and wholesalers who make at least 50 per cent of 


their sales of taxable goods to retailers would be permitted to purchase re-sale 
goods free of tax and account for tax at the time of sale of the goods to 
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retailers or users. For the purposes of this discussion such persons shall be 
referred to as ‘licensed wholesalers’. 


93. Persons whose sales are predominantly to users, but who make substan- 
tial sales to retailers, may carry their inventories of re-sale goods on a tax-paid 
basis, accounting for additional tax only on a factor representing the value 
added by them to their sales to other retailers. Such firms would have no 
further liability for tax on goods sold directly to users. 


94. Provision may also be made for persons who have a preponderance of 
sales to users entitled to sales tax relief (e.g., to manufacturers and hospitals) to 
be licensed and hold their inventories on a tax-free basis. This would relieve 
them from filing refund claims in respect of sales to exempt users; however, it 
would also require them to account for tax on their sales under taxable condi- 
tions in the same manner as licensed wholesalers. 


Ob. Imports by retailers and users would remain taxable at the time of 
importation, calculated on the duty-paid value plus transportation costs to the 
Canadian border; or to the retailer’s door if that is the policy adopted for 
domestic sales. In the case of goods imported by individual consumers it would 
be necessary to review the value for tax to ensure that the tax payable on such 
goods is not greater than that payable on goods flowing through other market- 
ing levels in Canada. 


96. At present, the value for duty on imported goods is calculated on the 
basis of selling price in the country of export and transportation costs beyond 
the point of shipment to Canada are generally not included. If the policy under 
a wholesale sales tax were to include transportation costs up to the retailer’s 
door in the value for tax on domestic sales, then similar treatment would be in 
order for goods imported by retailers. If the policy were to exclude transporta- 
tion costs beyond the taxpayer's door from the value for tax on domestic sales, 
then transportation costs up to the Canadian border should be included in the 
value for tax of goods imported directly by retailers. Otherwise, goods imported 
by retailers would enjoy an advantage over goods imported by wholesalers, as 
transportation costs up to the wholesaler’s establishment would be included in 
the wholesaler’s selling price and would be taxed. 


97. The balance of imports are by manufacturers, wholesalers or distribu- 
tors and would be taxed on the same basis as domestically produced goods in 
the manner described below. 


Rate of Tax 


Commodity 
Price Effects 


98. Goods sold in Canada by manufacturers, wholesalers or distributors 
would be valued for tax on one of two bases, actual sale price, or a notional 
value related to the price that would be charged to retailers for similar goods in 
like quantities. All goods sold to retailers would be taxed on actual sale price. 
Similarly, most goods sold to large industrial or institutional users would also 
be taxed on the actual sale price as such sales are generally made at prices 
comparable to sales to retailers. These two groups represent approximately 85 
to 90 per cent of all taxable domestic sales. 


99. The remaining 10 to 15 per cent of taxable domestic sales, consisting of 
sales to personal consumers and some sales to large users, that are sold at prices 
greater than the price at which the goods are regularly sold to retailers, would 
be taxed on a value equal to the sale price to retailers. Since sales to retailers 
are a common base for almost all industries, it would be possible to provide a 
definition of this notional wholesale price in the legislation in terms of the 
price which those goods would generally sell for if sold to a retailer in Canada 
in the open market on sales freely offered and made on ordinary trade terms. 


100. In the majority of cases the taxpayer should be in a position to deter- 
mine his own wholesale price by reference to actual sales of like goods to 
retailers and would use this as the value for tax on sales directly to users. In 
cases where firms do not make representative sales to retailers, a discounting 
mechanism would have to be established. This may be the case for up to five 
per cent of taxable domestic sales. 


101. Movement of the tax to the wholesale level would increase the value of 
the tax base by the addition of the wholesaler’s mark-up. Therefore, to produce 
revenues about equal to that of the current manufacturer’s tax, a rate of 10 per 
cent would be required, assuming transportation costs to the retailer’s door 
were included in the value for tax. If domestic transportation costs were 
excluded from the value for tax, a rate of approximately 10.5 per cent would 
be required. 


102. Although the total revenue from the tax may be the same with the new 
rate, the relative tax borne by certain goods or certain consumers would be 
higher or lower because of variances in wholesale mark-ups and transportation 
costs. The effects resulting from transportation costs are a separate aspect, 
contingent upon the policy adopted, and are discussed in paragraph 115. At 
this point the price changes directly attributable to including the wholesalers 
mark-up in the value for tax, both in respect of domestic goods and imported 
goods will be discussed. 
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Appeal 
Provisions 


103. Those goods which are currently being taxed on their actual sale price 
to retailers and users would attract a reduction in tax content, due to the 
application of the lower rate, the reduction being approximately one per cent 
of the retail price of the goods. Commodities in this group include domestic 
automobiles, household and office furniture and office equipment. 


104. Areduction in the tax rate from 12 per cent to 10 per cent would mean 
that goods passing through wholesalers whose mark-up is approximately 20 per 
cent would experience minimal change in tax burden and price. Some changes 
in relative tax burden would occur in industries where the wholesaler’s margin 
is significantly greater or less than 20 per cent. 


105. Goods imported by wholesalers and distributors would carry a slightly 
heavier tax load than under the present system because the wholesaler would 
be accounting for tax on his sale price (including transportation costs to 
Canada as well as the wholesale mark-up) rather than his duty-paid value. The 
impact of the additional levy would be reduced somewhat by the expected 
tax-rate reduction. 


106. Goods imported directly by retailers and users would be taxed on the 
duty-paid value plus transportation costs at least to the Canadian border but at 
the new lower rate. Therefore, goods imported by retailers or users may bea 
slightly less tax if the relative increase in the value for tax resulting from the 
inclusion of freight costs is less than the relative tax-rate reduction. 


107. Since a tax at the wholesale level is so similar to the current tax in its 
structure, it would be possible to carry forward many of the current refund, 
collections and enforcement provisions. Some of these have been in place for 
many years, work well and are understood by taxpayers. Others, however, are not 
consistent with modern business practices and will be revised where necessary. 


108. Regardless of the level to which the tax is moved, the government 
intends to re-examine these provisions in the light of current business practices 
and experiences in recent years. One area which should be mentioned at this 
point is that of taxpayer appeals. 


109. The existence of a definition of ‘‘wholesale price’’ in the legislation 
would provide a basis on which an appeal body may rule in instances where the 
taxpayer feels that the value for tax set by the administration is greater than 
the regular sale price to retailers. A comprehensive appeal mechanism covering 


Transitional 
Arrangements 


Treatment of 
Transportation Costs 


such matters as value for tax and assessments is an essential component of a 
good commodity tax system. It is proposed that an appeal mechanism be 
instituted. 


110. Approximately 6,400 ‘‘wholesalers’’ are now licensed and operate with 
tax-free inventories. In order to provide equal treatment to new licencees who 


‘are predominantly wholesalers and to reduce the potential for an upward price 


effect, it is proposed that all wholesalers who would be required to be licensed 
be given a credit for taxes paid on goods in their inventories at the time the 
new tax is introduced. This credit could be applied against taxes payable on 
their subsequent sales. Inventories on hand in retail stores would only be 
affected to the extent that the scope or weight of the tax is changed and no 
special arrangements are considered necessary in that regard. 


111. There may also be some adjustments with respect to these firms who 
now hold a wholesaler’s licence. Essentially, these licences were issued to firms 
who made extensive sales under tax exempt conditions. There is no provision in 
the Excise Tax Act to cancel a wholesaler’s licence when the holder no longer 
meets the licensing requirements. Many of these firms are not in fact true 
wholesalers and, if the tax were moved to the wholesale level, some persons in 
this group may wish to review the desirability of remaining licensed in view of 
the additional tax liability they would attract on sales to users under taxable 
conditions. If it is necessary for some firms to cancel their licence and shift to 
tax-paid inventory, taxes due on inventories in the hands of such persons at the 
time of change could be spread over a period of several months to minimize the 
impact. 


112. An aspect of the wholesale tax that deserves detailed discussion is the 
treatment of transportation costs as a component of taxable value in domestic 
sales. A sales tax at the wholesale level offers the following alternatives in this 
respect: 


(i) include in the value for tax all transportation costs up to the 
retailer’s door: 


(ii) exclude from the value for tax all transportation costs beyond 
the taxpayer’s door (wholesaler or manufacturer); or 


(iii) apply the tax on the invoice price, (i.e., any freight costs 
included in the invoice would be included in the value for tax). 
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113.  Inasales tax at the manufacturer’s level, efforts to include transporta- 
tion costs in the value for tax are easily rendered ineffective as wholesalers may 
locate close to their suppliers, or manufacturers may establish separate whole- 
saling firms next door to their plant, in order to minimize the transportation 
element in the taxable sale. Consequently, where manufacturers sell at 
delivered prices in the current federal sales tax, they are allowed to deduct 
identifiable delivery costs beyond the factory door before calculating the tax. 
As discussed earlier, this policy of excluding freight costs beyond the factory 
door has been criticized because it disadvantages manufacturers who rely on 
distant sources of materials and it may tend to encourage manufacturers to 
locate close to their suppliers. It has also been suggested that this policy runs 
counter to the objective of encouraging the growth of secondary manufacturing 
industries in less industrialized regions. 


114. Because of the necessity to locate in areas convenient to consumers, 
there is little opportunity for retailers to avoid tax on transportation costs by 
locating close to suppliers. In consequence, under a sales tax at the wholesale 
level, all transportation costs up to the retailer’s door could be included effec- 
tively in the value for tax. The distortions which result from the treatment of 
transportation costs under the present manufacturer’s sales tax are thus readily 
avoided. 


115. The inclusion of transportation costs in the value for tax (and applica- 
tion of a sales tax rate of 10 per cent) may, however, have modest effects on 
both relative and regional commodity prices. These would result because there 
would tend to be a slightly heavier tax burden on goods where transportation 
costs represent a relatively high proportion of the overall delivered price of the 
goods. Also, consumers in regions that rely more heavily on distant sources for 
their manufactured goods may bear a relatively higher tax burden. While this 
latter effect may tend, in the first instance, to increase slightly the prices of 
taxable goods in those regions, the change from the present practice could 
stimulate further development of the manufacturing sector in those regions, 
and thus tend to reduce the initial price effects while helping the local eco- 
nomy to expand. 


116. On average, the cost of transporting goods from taxpayers to their 
customers, would, under a wholesale tax, represent about 3 per cent of their 
sale price, although this will vary significantly from product to product and 
where long distances are involved. Approximately 80 per cent of domestic sales 
are at delivered prices (i.e., inclusive of transportation costs). Thus up to 20 per 


cent of taxable sales are on an ex-factory basis. If the policy were to include 
transportation costs in the value for tax, then many shipments now made on an 
ex-factory basis would probably be made at delivered prices. In those few 
instances where identification of the actual freight costs is a problem a simple 
method of estimating these costs, based on a percentage of the value of the 
goods, could be employed. Several percentages would have to be developed to 
‘accommodate the variance in transportation costs between products or where 
greater distances are involved. 


117. Retention of the current policy of excluding outward transportation 
costs from the value for tax would continue to influence the location of manu- 
facturers. In addition, under a wholesale tax, exclusion of transportation costs 
beyond the taxpayer’s door may create a further inequity between goods 
marketed by wholesalers and goods purchased or imported by retailers directly 
from manufacturers. Transportation costs between the wholesaler and his 
suppliers would be reflected in the sale price (value for tax) of goods sold by 
wholesalers to retailers or users. Sales by manufacturers directly to retailers or 
users, however, would not attract tax on transportation costs beyond the 
manufacturer’s door. Similarly, goods imported by retailers would not attract 
tax on transportation costs in Canada. Therefore, goods marketed through 
wholesalers would reflect a slightly higher proportion of transportation costs in 
the value for tax than goods purchased or imported by retailers directly from 
manufacturers. To put this in its proper perspective, however, it should be 
noted that the extent of any such advantage would relate only to the tax on 
the freight involved (representing about 1/3 of one per cent of the wholesaler’s 
sale price, on average) and then only in respect of wholesalers who compete in 
their local market with distant manufacturers. 


118. Although taxpayers would not be obliged to identify freight costs 
under a policy of excluding these costs from the value for tax, this policy may 
also involve some administrative burden for taxpayers. Since the majority of 
taxable sales are at delivered prices, taxpayers wishing to avail themselves of the 
policy of excluding outward transportation costs from the value for tax would 
have to identify these costs and deduct them before calculating their tax lia- 
bility. 


119. The third alternative is to impose the tax on the invoice price regardless 
of the transportation costs included. While this approach appears to offer some 
degree of simplicity to taxpayers, it would not resolve the neutrality problems 
described above as it may tend to encourage a change in the popular practice of 
quoting delivered prices. 
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120. The evaluation of the alternatives represents a trade-off between the 
removal of the current influence on-the location of industry and the impact 
each alternative would have on the relative tax burdens borne by different 
regions. Both inclusion and exclusion of transportation costs may result in 
some relative shifting in tax burden among products and regions and some 
administrative burden for taxpayers. Although to some extent these factors 
may be greater with a policy of including transportation costs to the retailer's 
door in the value for tax, that policy would make the sales tax neutral in its 
influence on the location of industry and in its effect on competition between 
imported and domestic goods as well as between goods marketed through whole- 
salers and those purchased directly from manufacturers. On balance, it appears 
that inclusion of transportation costs to the retailer’s door is the most desirable 
alternative. However, a firm policy concerning transportation costs is best left 
until such time as persons affected by these measures have an opportunity to 
express their views. 


121. The preceding general description of the wholesale tax pointed out that 
some distinction would be drawn in the tax between persons who are predo- 
minantly wholesalers and persons who are essentially retailers but who make a 
substantial volume of sales to other retailers. It is proposed that persons who 
are predominantly wholesalers hold tax-free inventories and account for tax on 
all sales of taxable goods. Persons who are predominantly retailers however, 
would hold tax-paid inventories and account for tax only on the value added 
by them in respect of goods sold to other retailers. This is an area where the 
wholesale tax differs significantly in its application from the manufacturer’s 
tax, and warrants further discussion. 


122. Under the manufacturer’s tax, all licencees are treated alike in respect 
of their tax-free purchases of inputs and all account for tax on the first sale 
after production. Under a wholesale tax, goods are taxed on the last sale to a 
retailer. If only wholesalers made sales to retailers and if all wholesalers sold 
exclusively to retailers it would be appropriate to treat them all in the same 
way with respect to their inventories and sales. This cannot be done, however, 
because firms making wholesale sales may include firms who sell as little as 5 or 
10 per cent to retailers, the balance being sales to consumers. 


123. For reasons of equity, the wholesaler who makes most of his sales to 
retailers must be required to account for tax on his few sales to users on a value 
equivalent to his regular sale price to retailers. Also, since most of his sales are 
to retailers, he should be allowed to hold tax-free inventory to preserve the 
single-stage aspects of the tax. 


124. However, where a person makes only say 10 per cent of his sales to 
retailers, it would be unreasonable to expect him to pay tax ona higher value 
base (his mark-up on wholesale sales) on the other 90 per cent of his sales to 
users. In these latter sales he is in competition with pure retailers who have 
incurred tax on their cost price only. Such a policy would force him to split off 
his wholesaling activity into a separate firm. Similarly, it would be unfair to his 
pure retailer competitors if that person were granted a completely tax-free 
inventory because of his 10 per cent sales to retailers. 


125. Therefore, some distinction is needed between persons who are predo- 
minantly wholesalers and those who are predominantly retailers. One approach 
in this respect would be to license persons who are predominantly wholesalers 
(50 per cent or more sales to retailers) and use some other mechanism for the 
balance, such as registration. 


126. Briefly, a “licensed wholesaler’’ (50 per cent or more sales to retailers) 
would be entitled to a tax-free inventory but would be required to account for 
tax on all sales (based on his sale price to retailers). A ‘‘registered wholesaler’’ 
would hold a tax-paid inventory and account for tax only on sales to other 
retailers (based on the value added in these sales). 


127. The 50 per cent dividing line appears most appropriate because it Is 
understood that most traders are either mainly wholesalers or mainly retailers 
and that there are very few firms around the 50 per cent point. This approach 
would result in approximately 12,000 licensed wholesalers and 5,000 registered 
wholesalers. 


128. Provision could also be made for persons who are essentially retailers 
but have a preponderance of sales to exempt users (e.g. manufacturers and 
hospitals) to obtain a licence and hold tax-free inventory rather than a tax-paid 
inventory. While this would mean that they would account for tax in the same 
manner as licensed wholesalers, it would relieve them from filing refund claims 
on their exempt sales to users. 
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V EXCISE DUTIES AND EXCISE TAXES 


129. In terms of impact there is no essential difference between excise duties 
imposed under the Excise Act and excise taxes imposed under the Excise Tax 
Act. The use of two terms and the different statutes involved, however, has 
tended to create confusion over which levy is applied under which statute to 
which goods. The present situation may be summarized as follows: 


The Excise Act imposes excise duties at various unit rates on domesti- 
cally produced alcohol, spirituous beverages, beer and 
all tobacco products. 


The Excise Tax Act imposes excise taxes on both imported and domestic 
goods at a unit rate for wine, cigarettes and manufac- 
tured tobacco and at an ad valorem rate on Cigars. 
Excise taxes are also imposed on a range of other 
selected commodities from jewellery to certain energy- 
consuming goods. The general sales tax also applies to 
all goods subject to excise duties or taxes in the same 
manner as other goods. 


The Customs Tariff imposes ‘offset rates’’ equivalent to the excise duties 
applicable to domestic goods, on imported beer, spiritu- 
ous liquors and tobacco products. A portion of the 
excise tax on wines is also built into the various tariff 
items applicable to wines. 


130. The term “unit rate’’ means that the tax is expressed in terms of the 
quantity of the product, for example, 42 cents per gallon of beer, whereas ad 
valorem rates are a percentage of the value of the goods. 


131. Generally, excise levies may be imposed for either or both of the 
following reasons: 


- to raise revenues; or 


— to influence the consumption of goods and the allocation of 
resources. 


There is little doubt that such levies are particularly well suited to either role. 
Inasmuch as some excise taxes are expressed as ad va/orem rates, however, the 
application of these levies at the manufacturer’s level is subject to the same 
valuation problems as the general sales tax. Consequently, in the course of the 
review of the commodity tax system an examination must also be made of the 
system for imposing these selective levies. 


132. Excise levies on alcohol and tobacco products play a significant role 
in the commodity tax system of almost every country. In Canada, alcohol and 
tobacco levies have been imposed with remarkably few problems at the manu- 
facturer’s level for over a century. The current levies yield substantial revenues 
and while the high rates involved warrant extra controls these are focused upon 
a relatively small number of taxpayers. Since these levies are almost exclusively 
expressed as unit rates, based on the quantity of the product rather than the 
value, the trade level at which they are imposed does not significantly affect 
the amount of the revenues received. Consequently, the government is inclined 
to retain the application of these levies at the manufacturer’s level. Movement 
to a further marketing level would only increase the number of taxpayers and 
add to the control problems and administrative costs. 


133. Some concern has been expressed over the presence of the several 
statutes involved and the fact that as many as three rates may apply to the 
same product. Similarly, differences in the manner of imposing and collecting 
the levies arise from product to product and some rationalization of the system 
for taxing these products would appear to be in order. 


134. It is also recognized that the weight of tax borne by products subject to 
excise levies is an important dimension of the review process. Such considera- 
tions, however, are similar to matters of scope and while open to discussion, 
any decisions to change the weight of these levies must be taken in the context 
of the budgetary process. 
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